Fax from | : 61 2 9258 5297 28/83/63 13:23  Pg:

CALTEX

Caltex Australla

#acsimlle

bizte: 28 March 2003

'i'n: Mr Paul Palisi - ACCC Canberra Fax: 02 6243 1211

From: Barry Palmer Tel: 02 9250 5885

Message Priority: x Urgent Routine No. of Pages (Including cover): 41
Subject: Caltex submissions to the ACCC in respect of Applications for

Authorisation A 30224 and A30225

This facsimile is intended solely for the named addressee. It may contain confidential or legally privileged
information or both. No confldentlality ar privilege is waivad or lost by this transmission. If you are not
the intended recipient, you must not copy, distribute, or take any action in reliance on it If you have
received this facsimile in error, please notify the sender immediately by telephoning them directly and
destroy the original, We will relmburse you for any reasonable expense incurred.

)

Documen(2



Fax frot:; 61 Z 9258 5297 28763783 13:23 Pyg: 2

S oo

28 March 2003

Mr Paul Palisi

General Manager

Adjudication Branch

Australian Competition & Consumer Commission
PQ Box 1199

Dickson ACT 2602

Subject: Response to Applications for Authorisation Nos A30224 and A30225 in relation
to EFTPOS interchange fees. Sent by fax to 02 6243 1211 and by e-mall to
adjudication®accc.gov.ay

Dear Mr Palisi,

Please find atvached two versions of Caltex's submissions ta the ACCC in response 1o the above
Applications marked "ACCC Version (Contains Confidential Information)" and "Public Version
(Confidential Information remaved)".

Should you require further information on Caltex's submissions please contact me on 02 9250
S885 (direct line) or 0412 064 454.
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Executive Summary

1.1

1.2

13

1.4

Intreduction

The Commission is asked to anthorise the making of and giving effect to a contract berween 12
financial institutions to set EFTPOS interchange fees multilaterally.

The Commission cannot grant an authorisation unless it is safisfied in the circumstances that the
proposed contract would result or would be likely to result in a benefit to the public which would
outweigh the detrinmyent to the public constituted by any lessening of competition that would result
or would be likely to result if the proposed contract were made, and given effect.

The Commission cannot be 'satisfied’

The applicarion for authorisation does not provide any factual, theoretical or economic basis upon
which the Commission could be so satisfied. Caltex' submits that the proposed arrangements will
substantially lessen competition in at least two markets, the alleged public benefits are illusory, and
the public dewiment far outweighs any public benefir.

Firstly, and fundamentally, the application provides no analysis of relevant markets, compeltilive
effects, or public benefits or detriment. It velies in its entirery on views expressed in the Reserve
Bank of Australia/ACCC October 2000 Joint Swdy on Debit and Credit Card Schemes in Australia
(the Joint Study).

The Joint Study does not provide any basis upon which the ACCC could be satisfied that the public
benefit of the proposed price fixing arrangement outweighs the public detriment of that
arrangement.

Relevant Markets

There are ar least two relevant markels in which the competitive effects of the proposed
arrangement must be analysed:

(a)  the market for clearing and settlement arrangements for EFTPQS transactions between
issuers and acquirers (the issuer/acquirer market).

(b}  the market in Australia for the provision by merchents who have their own card processing
(including EFTPOS) mfrastructure of access to acquirers (the merchant network /acguirer

markeé).

Effect on Competition in the Relevant Markets

The proposed arrangement is a price fixing arrangement, which is deemed by s45A of the TPA for
certain purposes to have the purpose or effect of substantially lessening competigon.

Caltex is not a participant in the issuer/acquirer market, but submits that a move from a large
number of independently negotiated bilateral commercial agreements between EFTPOS nerwork
participants (the Joint Study reports 39 such arrangements) to a single multilateral price fixing
arrangement must, by definition, have the effect of substantially lessening competition in the
market for those services.

! Caltex Australia Petroleum Pty Lid: For the purposcs of this submission, Celtex 'sites’ includes company operated,
franchise and distributor sites operating under the Caltex, Ampol or other brands.
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Caltex is a participant in the merchant network/acquiver market. This marker is a competirive
market, with merchant networks going out to tender (o acquirers to provide network access. The
level of network access fee offered (o be paid by acquirers 18 a key element in evaluating bids.
Competition in this market will be substantially lessened, as a key element of the pricing discretion
available to acquirers will be removed by the proposed multilateral price fixing arrangement.

Alleged Public Benefits
Caltex submuts that the public benefits which the applicants predict will flow from the propesed
arrangements are al best overstated, and at worst non-existen.

Each of the public benefits claimed by the applicants is underpinned by en assumption that there is
currently a problem which needs to be fixed; namely, a ‘distortion’ which encourages vse of credit
cards at the expense of debit cards. No evidence of this so-cailed imbalance is provided, the
applicants relying uiterly on 'the reasoning’ in the Joint Study. Caltex asserts that the current debit
card interchange arrangements are not distorted, and that, in so far as debit cards are concemed,
there 1s no imbalance’ which needs to be addressed.

The proposed arrangement is likely to create a distortion rather than remove one. It simply moves
costs from one place to another. The application acknowledges that costs will freely move
elsewhere with a result 'the total cost to cansumers and merchanis of using EFTPOS will be
unchanged' and ‘the reform of interchange fees would then be effectively ‘neutral™. Tt is submined
that a movement in costs from issuers to merchants and/or end consumers is not 4 public benefit.

The applicants claim that the arrangement will introduce greater flexibility into the setting of
EFTPOS interchange fees. How a mulnlateral price fixing arrangement subject to annual review is
more flexible then freely negotiated individual bilateral arrangements is not explained. Caltex
submits the propesed arrangement will reduce, not increase, its flexibilily to negotiate with
acquirers.

The applicants also allege vemaoving price as an element of bilateral negotiation between issuers
and acquirers will make eniry as a new issue or acquirer of EFTPQOS transactions easier. Caltex
submits that there is no evidence that price negotiation is a bartier to new entry and that in any
event a new entrant would still be faced with negotiating bilaterally in relation to all non-price
matters.

Public Detriment

The proposed arrangement will cause substantial public detriment which the applicarion for
aythorisation ignores. The most important of these is that the incentive for merchants such as
Caltex to invest in infrastructure will be substantially decreased.

The strong possibility of serious adverse investment consequences is acknowledged in the
application for authorisation: 'the invesmment eflects of lowering interchange fees remain unclear’.
The applicants seek to minimise this detriment by agreeing to ‘monitor the proposed arrangements
each year 1o determine whether they are causing unforeseen effects or inequities' and providing for
‘the possibility of an early review if there was a material change in circumstances (which would
include any significant drop in investment in EFTPOS)'.

Caltex submirs that this concession is an admission that the applicants anticipate that a significant
drop in invesment with consequent degradation over time of the EFTPOS system is a likely
consequence of the proposal. On that basis alone, the Commiission cannot be satisfied that public
benefits will outweigh the detrimenis.

2 Applieants submissian, pl17
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Onus of Proof

2. The Onus of proof

2.1 The test
The test upon which the Commission must determine the application is contained in section 90(6)
of the TPA. The Comumission ‘shall not' grant authorisation hunless it is satistied in all the
circumstances’ thar the propased arrangement:

(a)  ‘would result, or be likely to result, in g benefit ta the public, and

(b  ‘that that benefit would aurweigh the detriment to the public constituted by any lessening of
competition that would result, or be likely to resuit’ from the proposed arrangement.

As a matier of general approach, the relevant comparison to be made is between the position in
fumre if the proposed arrangement were not entered into with the position in future if it were’.
Claimed public benefits must be shown to result or be likely to resulr from the proposed
arrangement. The word 'likely' has been interpreted to require a consideration of ‘commercial
likelihoods' and that there must be a tendency or real possibility of a particular result’. The
Commission must consider all the circumstances that relate to the public benefit including how the
proposed arrangement is likely 1o operate in practice so as to give rise to public benefit®,

The major reasons for the failure of authorisation applications over lime were accurately
summarised by the TPC's 1977 Annual Report as including that no public benefit is established.
Caltex submits that this is the case with the current application.

The evidence submitted by the applicants does not support the applicants' contentions of public
benefits. Indeed, the applicants make no serious awempt analytically w substantiate their
arguments at all; preferring instead to rely on the Joint Study which suffers from a number of
inadequacies (summarised in section 7 below). As was noted by Northrop J in Re Howard Smith®:

general starements about possible or likely benefits are not usually helpful 10 the Tribunal in
making its assessment if they cannot be backed up by yome factual material.

Even if some public benefit can be perceived, Caltex submits that the Commission couwld not in all
the circumstances be 'satisfied' thar the benefit would 'outweigh' the detriment constitured by the
lessening of competition that weuld be likely to result. The application does not deal with the
markets in which an anti-compelitive detriment will be {elt, and there is no atiempt to do anything
more than agsert that there will no or minimal anti-competitive detriment.

The applicants themselves do not know what effect their proposal will have. They state that 'the
investment ¢ffects...remain unclear” and seek to address this by monitoring the situation each year

* Re Tooth & Co (1979) 39 FLR 1 at 23.

* Re Howard Smith (1577) ATPR 40-023,

3 Re Media Council of Australia (ne 2) (1987) ATPR 40-774.
¢ Re Howard Smith (1977} ATPR 40-023 at 17,334.

7 Applicants Submission, pl?
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for ‘unforeseen effects or inequatiries”. In a simation where the applicants themselves are unclear
as to the consequences of their proposal, the Commission cannot be satisfied that the public
benefits which the applicants allege will flow from the conduct will cutweigh the competitive

detriments.

® Applicants Submission, p17

pege €




Fax from

¢ b1 2 9258 5297 28/83/83 13:23 Pg: 18

Caltex and EFTPOS

3.
34

Caltex & EFTPOS

Caltex
As the applicants note in their submission, ‘use of EFTPOS in Australia was initially moderate, but
grew rapidly in the early 19905 when several major retailers joined the network'.

Caltex was at the forefront of this move; indeed the first application of EFTPOS in a retail situation
occurred in 1984 at an Ampol (now Caltex) service station in Melbourne. [nitially the facility was
only available o customers of National Australia Bank. Caltex was invelved in initiatives during
1984 and 1985 to persuade the banks to provide interchange services, so that EFTPOS facilites
could be used by customers of any bank.

Caltex has invested more than ${confidential] in EFTPOS facilities since 1991°, In 2001, some
[confidential] Caltex sites across Australia processed a total of [confidential] card wansactions of
which [confidential] were EFTPOS transactions. This represents almost [confidential]% of all
EFTPOS rtransactions in Australia.

The equipment that it has installed includes:

. card terminals

. secure PIN pads

. driveway card acceptance devices at some sites
. front end processors and swiiches

. comumunications networks.

As in all cases where high technology is involved, Caltex faces considerable costs to keep EFTPOS
equipment maintained and to meet enbanced processing requirements. Equipment at paint of sale
needs to be replaced over a [confidential] year life cycle, a considerable capital cost to Caltex. In
addition, Caltex estimates its annual cost of maintenance of EFTPOS infrastructure exceeds

$[confidential) '*.

System updates are also ongoing, and in many cases are mandated . For example there is a
requirement by APCA to upgrade security to Triple-DES standard by the end of 2005. This is an
upgrade to reduce card fraud for the benefit of the card issuers and it will cost Caltex an estimaied
${confidential] by the end of 2005 1o replace existing PIN pads with Triple-DES compliant
hardware.

The applicants assert that 'the introduction of higher security on transactions or greater

Juncrionality of cards wight require large capital investment in new equipment by issuers.
acquirers and possibly some merchants'. However, higher security has already been mandated by

¥ This figure does not include costs associated with StarCard and credit cards. Costs of shared infrastructure have

been apportioned on the basis of transaction numbers,

' Once again, this figure excludes costs spportioned to credit card and StarCard in relation 1o maintenance of shared
infrastructure.
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APCA and merchants such as Caltex have been advised that they must upgrade their systems if
they wish 10 remain within the EFTPOS system. Furthermore, banks and card schemes are already
considering other technical enhancements to EFTPOS infrastructure to minimise fraud such as the
move to chips on cards which will be significantly morc expensive; Triple-DES will not be the end
of the story in terms of infrastructure upgrades and cosr.

(confidential]

[confidential]''. Indeed, the applicants concede that this is the most likely consequence of their
proposal’*:
Jollowing the loss of interchange fee revenue caused by the adoption of zero interchange
Jees, it is hikely that acquirers will seek to recover the cost for providing merchant acquiring
services from other revenue sources.... resulting in ‘higher average [merchant service] fees
and increased marginal wansaction charges for accepting EFTPOS".

[confidential] Caltex submits that this will creaie an unsustainable commercial situation; putting
Caltex’s current investment in jeopardy and making foruxe investment in EFTPOS infrastructure

uncertain.

' [confidential)

** Applicants submission, pp 15-16

pega 8




Fax from

61 Z 9258 5297 28/83/83 13:23 Py:

Affected markets

4.2

43

Affected markets

Relevant markets
Although the applicants’ submission fails to provide any market analysis, Caltex submits that there
are at least four markets affected by the proposed arrangements:

(a}  the issuer / acquirer market (which i3 the market for the clearing and settlement
arrangements for EFTPOS transactions between debit card issuers and acquirers;

(b)  the merchant network / acquirer market (which is the market for the pravision by merchants
whe have their own card processing (including EFTPOS) infrastructure of access to
acquirers);

(¢)  the merchant / acquirer market (which {s the market for provision of processing and
sertlement of ¢ard transactions (including EFTPOS) between acquirers and merchants); and

(@)  the issuer / cardholder market (which is the market for provision of debit account services by
financial institutions to customers).

Caltex submits that the proposed amangements, if authorised, ave likely to have an anti-competitive
effect in the issuer / acquirer market and the merchant network / acquirer market. These are
considered in turn below,

Issuer / acquirer market
The interchange or issuer/acquirer market is the market for the clearing and settlement
arrangements for EFTPOS transactions between debit card issuers and acquirers,

Caltex is not a participant in the issuer/acquirer market and its comuments are necessarily limited.
However, Caltex notes that the TPA has seen fit to deem price fixing arrangements to have the
effect or likely effect of substantially lessening competition for the purposes of section 45, This
recognises that price arrangements are inherently anti-competitive.

A move from a large number of bilateral agreements to 2 single multilateral pricing amangement
removes any possibility of price variation (as it cwrrently exists) and must deliver a less competitive
outcome than the existing bilateral arrangements.

Merchant network / acquirer market

The merchant network/acquirer market is the market in Australia for the provision by merchants
who have their awn card processing (including EFTPOS) infrastructure of access to acquirers.

Caltex is a merchant with its own card processing network. It provides access 1o its nerwork to an
acquirer to enable the acquirer to process and seftle card transactions that flow through the Caltex
network. Under current arrangements a network access fee is paid by acquirers to merchant
networks,

That market is a competitive market, with banks and financial institutions vying with each other to
obtain access to a merchant's network. Callex, which is responsible for almaost [confidential]% of
all EFTPOS wansactions in Australia, is an attractive netwark for these institutions. How the
market works can be best explained by Caltex's experiences in the market place over the last few
years.

puge 8
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4.4 The 1997 Tender
[confidential)

4.5 The 2002 Tender
[confidensial]

4.6 The effect on competition in the merchant network/acquirer market.
(confidential)
Caltex submits that moving to multilateral interchange fee setting would remove a key element in
the pricing discretion able to be exercised by acquirers. It is likely that 2 multilaterally fixed
interchange fee wil) lessen competition in the merchant netwerk / acquirer market by tending to
equalise the network access fee offered by acquirers to werchant networks.
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Claimed Public benefits

5. Claimed public benefits

51 Claimed public benefits
The Applicants identify three public benefits which they argue arise from the proposed multilateral
price fixing arrangetments:

(a)  making EFTPOS more sttractive to consumers relative to less efficient means of payment,
particularly credit cards;

(®  inmoducing greater flexibility into secting EFTPOS interchange fees, and reducing the inertia
that has made them unresponsive to changes in market circumstances; and

(¢)  making entry as 2 new issuer or acquirer of EFTPOS iransactions easier by simplifying
negotiation of bilateral interchange agreements.

Each alleged public benefit is examined below. However, an important general point needs 16 be
understood in relation to each of the alleged public benefits; the benefir alleged in each case is that
the proposed arrangement fixes a problem identified in the Joint Study . The difficulries in relying

on the Joint Study are examined in section 7 below.
The problem found by the Joint Snidy and identified by the applicants™:

does not lie with the EFTPOS system itself, bur with a ‘mismatch’ between the allucation of
costs in EFTPOS, as supported by the current interchange fee arrangemens, and the
allocation in other means of payment',

Caltex submits that the applicants have not demonstrated that a problem’ exists, and solving a non
existent problem is not a public benefit.

The applicants have provided no basis on which the Commission could be satisfied that an
arrangement which is likely to eliminate payment of a network access fee 1o merchants like Caltex
for access 10 the network by an acquirer removes rather than introduces a distortion in the payments
system.

The application concedes that the perceived problem is a distortion between different payment
(debit card and credit card) systems based on the Joint Study. Credit card interchange fees are 10
be reduced under the RBA's designation so the perceived 'distortion' arguably will in future no
longer exist. The Chairman of the Commission has himself felt the impact of the credit card
interchange reform on price signals as between credit and debit card systems, noting recently in
response to a question on credit card interchange'*:

I would think that the incentives would mean that I'would use a debit card more than I do ar
the momeni.

'* Sce Part 3 of the Applicant's submission entitled "What is the problem?, pS
' Applicanis submission, p9

¥ Professor Fels responding to a question by Greg Hoy on ABC's 'Inside Business' on 2 March 2003,
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5.2 Public henefit of increased use of EFTPOS

The applicants assert that it is likely that effective competition between issuers will result in cost
savings being passed back to debit card holders. The argument runs that competition should ensure
cardholders face lower charges for the marginal debit card transactions over their fee-free
allowance'®, Caltex challenges this assertion on twa bascs:

(@)  There is no evidence, either historical or in terms of the intention of the applicants, presented
by the applicants to support the contention that competition in debit card issuing is
sufficiently fierce that financial institutions would pass savings through to debit cardholders.
No assurances are given. No timetables are suggested.

(b)  The majority of debit cardholders at present pay no per ansaction fees in relation to debit
transactions. This is a consequence of the commercial mode] applied almost uniformly by
issuers 10 allow cardholders a number of 'free’ transactions per month. The ‘normal’ number
of fee-free transactions across financial institutions is 8 per month (this includes ATM cash
withdrawals and EFTPOS iransactions)’ ". This translates 10 96 fee free transactions per
annum. In 2002, the average account conducted 38 EFTPOS wansactions and 30 ATM
transactions'”. In short, the average account holder rarely pays a transaction fee. In addition,
many account holders are exempted from paying fees; for example, students, home loan
borrowers and pensioners. It is plain that most users rarely cxceed their fee-free threshold
and would not benefit from the savings 1o be ‘passed on' by issvers.

The applicants also assert that effective competition in retailing is likely to see merchants recover
their higher costs through a general inconsequential incyease in prices of goods and services rather
than through surcharges for use of EFTPOS. Caliex challenges two assumptions implicit in that
assertion:

{(a) A cost increase to retail consumers, even if it can be characterised fairly as 'inconsequential’,
is not a public benefit. A logical consequence of a likely general increase in the price of
goods is that price signals in relation to the use of a particular mode of payment will be
suppressed. Calrex submits that the Commission should not accept the applicants' submission
that suppression of pricing signals 1o users of debit card is for the public benefit.

()  The applicants assume that credit transactions will always be more expensive than debit
wansactions for merchants to process'”. On the applicants own view, acquirers are likely to
raise per transaction merchant service fees for debit ransactions so as to replace the income
stream from interchange fees. If the proposed credit card interchange reforms come into
effect then the ad valorem transaction charge paid by merchant o acquirers on credit
transactions is likely to fall. Accordingly, the proposed arrangements for smaller ransaction
values will be an incentive 1o merchants 1w encovrage use of credit cards and discourage use
of debit cards. This precise effect cannot be quantified because of the uncertaintes in likely
fee levels (which is itself a reason that the Commission cannot be 'satisfied’ in the refevant
sense} but the theoretical problem is undeniable and undermines the applicants' assertion.

'* Applicants submission, p15
'" Reserve Baak of Australia, Notes an Bank Fees in Australia May 2000
'* Reserve Bank of Ausiralia, Payment System Statistics

1 Applicants submission, p16
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5.3 Public benefit of more flexible interchange fees
The applicants assert that there will be public benefit arising from increased ‘flexibility in setting
interchange fees. This is a novel proposition that, in effect, any price fixing arrangement has a
public benelit because it makes it easier for everyone 1o agree changed prices. That this could be
interpreted as a public benefit appears to rely on an underlying assertion that there is some preblem
with the current arrangement; in this case the applicants identify two ‘problems’,

The first problem identified is the 'difficulty of renegotiating' bilateral agreements *creates an inertia
that discourages any review and change of interchange fees” . Caliex notes that the applicants
provide no evidence of any such inertia or of fees failing to move toward costs over ime. Nor is it
easy to see that it is more flexible when at least 75% of the parties to the multilateral agreement
must sull agree.

The second problem identified is that the ‘capaciyy of financial institutions to finance system-wide
expansion or improvements in the EFTPOS nerwork may be constrained by the loss of interchange
Jee revenues'; under proposed arrangements system wide change could be negotiated far more
easily through an appropriately set 'non-zero' interchange fee’'. There is no evidence presented that
there has been difficulty funding system wide changes; indeed, the well develaped Australian
EFTPOS system and the investment that Caltex and others have made belies any such conclusion.

The applicants seek authorisation for a zero interchange fee amrangement while reserving flexibility
o move 1o & non-zere interchange fee at any time. In Caltex's view, the Commission should be
deeply concerned by an arrangement which would allow the applicants to revisit EFTPOS
Interchange fees in the future with no methodology agreed now; cost-based or otherwise. Nor is

any wansparent process proposed.

5.4 Public benefit of making entry as a new issuer or acquirer easier

The applicants argue that removing price as a component of the bilateral negotiations of

interchange agreements will ‘ameliorate the extent of natural bariers to direct entry into the

EFTPOS market™. It is difficult for Caltex 1o comment on this assertion because it is not a party to

any of the many bilateral agreements whicl have been entered into over time between acquirers

and issuers. However, Caltex submits that:

(a)  Dbilatera] arrangements will still be necessary in order to set out all of the various technical
arrangements for physical interfaces required between principals and other non-technical
commercial issues; and

(b)  there is no evidence presented by the applicants that price negotiation has been a marural

barrier' to direct entry as a principal to the EFTPOS market. Not surprisingly, the applicants
note that this is a theoreticalf” passibility only.

Caltex submits that negotiation of price is very unlikely to have been or be in the future a barder to
entry into the issuer/acquirer market.

*® Applicants submission, p22
*! Applicants submission, p22
“2 Applicants submission, p23

* Applicants submission, pl9
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Public detriment

6. Public detriment

6.1 Investment in EFTPOS infrastructure
Caltex is a major provider of EFTPOS infrastructure in Australia, having made a capital invesment
in excess of ${confidential] since 1991. In 2001, Caltex outlets processed more than [confidential]
EFTPOS transactions. The applicants have conceded in their submission that use of EFTPOS in
Australia was spurred by acceptance at petrol terailers, and Caltex has been at the forefront of
inidatives that have resulted in the Australian EFTPOS gystem being world class.

Caltex was able to invest in EFTPOS infrastructure because it was able to negoliate a network
access fee with an acquiring bank for the use of its infrastructure, which delivered 1o Caliex a
commercial rate of return.  Acquirers were willing to pay a network access fee because they were
saved from making the invastment themselves, The contracts provide certainty in relation to future
investment decisions. As discussed, there was a competitive tendering process by acquirers for the
Caltex business which involved negotiation in a competitive context of the nerwork access fee the
acquirer was prepared to pay for the use of that equipment and infrastructure.

The public benefits which this competitive process delivered were considerable. As noted, the
Australian EFTPOS sysiem is considered to be Dest in the world in terms of quality, convenience,
safety, technological advancements, overall cost, reliability, processing spread and increased
efficiency™. In addition Australia has the highest penetcation of EFTPOS terminals in the world.

Caltex estimates that capital expenditure in excess of $[confidential] will be required over the next
[confidential] years to maintain its cards infrastructure and updaie it to meet market demand.
While it is able to negotiate a network access fee with an acquirer to cover its investment, Caltex
has certainty in relation 1o an acceptable return on thas capital investment. That certainty will not
exist if anthorisation is granted.

[confidential].

This real and harmful consequence of the applicants' proposal is acknowledged by them in the
submission. They require the flexibility to revert back to a non zero interchange fee (but one set
multilaterally rather then bilaterally) because 'the capacity of financial instinutions to finance
system wide expansion or improvements in the EFTPOS network may be constrained by the loss of
Interchange fee revenues’. In Caltex's view this outcome is a necessary consequence of the
applicants’ proposal.

6.2 Maintaining integrity of the EFTPOS system
What is fundamentally at risk if the proposed arrangement is authorised is the ongoing health of
Australia’s world class EFTPOS system. If the system degrades so that public confidence in the
system is undermined then consumers may move to other payment systems. The current healthy
position has not been reached by accident; it is a consequence of the investment that major

¥ dustralia’'s EFTPOS, Submission to the Burapean Cammission fnquiry info the Visu multilateral interchange fee,
Manuel Rio (Financial System Expert), Paris, March 1999 (umpublishad).
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retallers, such ag Caltex, have been prepared to make over the years, behaviour which has been
itself driven by the readiness of acquiring banks to pay for the use of thar infrastructure.

The zero interchange amangement will necessarily lead to changes in investment behaviour and put
the existing system at risk. One need only compare the current highly secure PIN- operated
EFTPOS system in Australia with the signature-based high fraud system in the United Kingdom 1o
realise what consequences may flow from a fall of investment in EFTPOS infrastructure.

Caltex submits that the Commission should look to the UK as a warning as to how delays in
investment (due to the prolonged negotiation between the British Retail Corporation and the
financial institutions) or the adoption of lower cost optiens have widened the gap between the UK
systern and world's best practice. The proposed arrangement if authorised carries with it a
significant risk that Australia might end up in 2 position, like the UK now, significantly diverging
from world best practice because invesunent decisions are delayed or cancelled.

[t should also be noted that the UK acquiring market is highly concenwated with NarWest
Streamline and Barclays Merchant Services having together a market share of around 65%. Itis no
coincidence that these two acquirers have their own processing infrastructure where competitors
must use owsourced processing systems provided by EDS and Fiest Data. There has been linle
mcentive ro enfer the acquisition market by developing new and better processing systems.

Caliex submits that the Australian interchange fee madel has resulied in a superior sysiem, with a
greater degree of ubiquity and consumer confidence than the UK model. Removing the incentive
to invest in acquiring infrastructure runs a significant risk of stalling the development of the
Ausmalian debit card payments systemn.

6.3 Free rider consequences

The proposed arrangement is designed to move costs from issuers to merchants and ultimately
consumers. The network access fee currently paid 1o merchant netwarls is funded by the issuer
through the interchange fee; so the costs are wltimately bome by the issuers whase cardholders
benefit from use of the EFTPOS system. In addition, pending upgrades to card security will
primarily benefit issuers, not the acquirers or merchants and yet the proposed arrangement will
make merchants and ultimately consumers pay while issuers reap the benefits of reduced card
fraud. Under the proposed arrangements the 'user-pays’ principle would be eliminared and replaced
with an arrangement where the costs are met by merchants and ultimately consumers while the
benefit accrues to card issuers. Caltex submits that introducing such a distortion by giving one
class of participants a free ride in the payment system cannot be in the public interest.

If the authorisation is granted, small debit card issuers who have made no investment in EFTPOS
infrastructure (and who currently pay a fee to use that infrastructure) will be able 1o use that
infrastructure af no charge, while Caltex (which has made a considerable investment in EFTPOS
infrastructure) will be paying a fee for wansactions conducted over the infrastructure that it owns,
The propesal Jacks comunercial reality and is unsustainable.
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RBA/ACCC Joint Study

7. The RBA /ACCC Joint Study

7.4  Summary
The applicants rely almost exclusively on the data and reasoning of the Joint Study. However, the
Joint Study does not provide any basis upon which the ACCC could be satisfied that the public
benefit of a price fixing arrangement in relation to debit card interchange fees outweighs the public
demriment of such an arrangement.

7.2 The Applicants rely heavily on the Joint Study
The very first words of the application recite that it 'resulfs from a review of interchange fees’
following the Joint Study. The 'problem’ identified by the Applicants to which a multilateral price
fixing arrangement is praposed as an answer is based solely on the problem perceived by the Joint
Study**.

The public benefit of increased use of EFTPOS is expressed to be 'in line with the conclusions of'
the Joint Study”® and the Applicants claim that 'on the basis of the reasoning of [the Joint Smdy],
this gives rise 10 a public benefit becanse the current balance of costs borne by EFTPOS users is
already distorred'®’. Similarly, the benefit of more flexible interchange fees is expressed as a
‘response to the conclusion of the [Joint Study] that competitive pressures have not been
sufficiently strong to bring interchange fees into line with costs*®,

The cencluding paragraphs of the application demonstrate most clearly the heavy reliance placed
by the applicants on the Joint Stdy to support the application®:

The proposed contract will give rise ta significant public benefits. These public benefits are
effectively those identified by [the Joint Study], and subsequently in statements by the RBA, as
Jollowing from the setting of interchange fees at zero.

7.3 Defects of the Joint Study as a basis for authorisation

The Joint Study suffers from a number of defects such that it cannot be relied on in an application
for authorisation.

(a)  The starting point and approach of the Joint Study: The starting point of the Joint Study was
that there needed to be a convineing case to retain the existing system. Related to that
conclusion was the observation that none of the participants in the Australian debit card
network could provide a formal methodology or empirical evidence to support either the
existng direction and level of interchange fees 'or a change in these arrangements™®. In

%% Applicants submission pp9-11
** Applicants submission p21
*” Applicants submission p22
PP P
% Applicants submission p22
* Applicants submissian p24

% Joint Study, p66 (emphasis added)
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contrast, the starting point for an authorisation is that the proposed new price fixing
arrangement must be justified on public benefit grounds.

()  The purpese of the Joint Sudy: Although it is nowhere clearly expressed, Caltex submits
that the Joint Smdy was only ever intended as a preliminary analysis of @ number of payment
systems. In relation 1o ATMs and credit cards further detailed studies and consultation have
followed before any finther regulation has been justificd. Such a preliminary analysis is not
a suitable evidentiary foundation for the Commission to be satisfied.

(c)  TheJoint Study is old: The Joint Study is now nearly three years old and used data relating
1o an even earlier ime. The applicants do not previde any further or up-to-date informavion.

(d)  The role of merchanis: The Joint Study did not consider properly dara from or the role of
merchants as a party in the debit card payments system. For example, in looking at costs the
Joint Study took into account bank-provided processing infrastracture but not the costs of
merchant provided infragtructure. In additon, no data was collected from merchants upon
which the likely effects of a zeto interchange model could be properly assessed.

(¢)  Datadefects: There were defecis and inexplicable deviations in the data collected by the
RBA and ACCC which lead to the conclusions of the Joint Study®'. Caltex submits that more
rigorous collection and analysis of data would be required before the Commission could be
‘satisfied’ of public benefits for the purposes of this application.

() Incarreci findings: The Joint Study's analysis of international practice regarding debit card
interchange fees was incorrect in some key respects. In particular, the Joint Study cxamined
the direction of debit card interchange fees in other jurisdictions and concluded thar Australia
is 'unique”?. That conclusion was incorrect. South Africa and New Zealand both have
arrangements whereby interchange fees flow to acquirers, very similar to the current
Australian scheme. In addition, in other countries (such as Canada) paymenis (although not
characterised as 'interchange’ paymenis) are made by issuers to acquirers in recognition of
the cost3 of acquisition.

(8 Credir card reforms: The Joint Study's main conclusion was that there was a distortion or
imbalance between debit and credit systems. Since the Joint Stdy, the Reserve Bank has
designated the credit card payment system and established a number of reforms to remove
those distortions. Whether the conclusion of the Joint Study in relation to debir interchange
would be the same now, in light of the changes 1o credit card interchange, is a moot point.

*! For example, where participants to the Joint Study did report sutherisation costs on the issuing side there was
significant variation and "Yhe study coild nol identify an obvious reason Jor this' (Joint Study, p64)

32 Joim Study, p66
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Further information

8. Contacts

If the Commission requires any further information, please contact:
Barry Palmer

Card Products Manager

Caltex Australia

Ph: (02) 9250 5885

Fax: (02) 9250 5297

E.mail bpalmer@ecaltex.com.au
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